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FEDERAL RESERVE BANK OF NEW YORK 


February 8, 1961 


To the Member Banks in the 
Second Federal Reserve District: 


I am happy to forward to you this short survey of 1960's 
economic highlights as viewed by this Bank. As the title 
suggests, Perspective on 1960 summarizes the important 
economic and financial events of the year, including the 
credit policies pursued by the Federal Reserve System. 

In the interest of readability, the report includes few of 
the details and qualifications appropriate to a more formal 
study. In a sense, Perspective on 1960 may be considered 
an informal supplement to our regular Annual Report, 
intended primarily for the use of our member banks and our 
own staff. We shall be glad to supply additional copies. 


We expect to release within a few weeks our Annual Report 
for 1960, which will examine economic and policy develop- 


ments in greater detail. 


ALFRED HAYES 
President 
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1960 


opened on a strong note of optimism. Income and employment were on the rise 
again, following the end of the 1959 steel strike in November, and production 
was spurting as firms prepared for an expected surge in sales. But it soon 
became clear that demand was not going to leap upward simply because the 
sixties had started. Moreover, the growth of productive capacity and the waning 
of inflationary forces made it unnecessary for businessmen to accumulate large 
inventories in advance of actual need. There followed a sharp cutback in the 
rate of inventory build-up, and this in turn had adverse effects on business 
profits, employment, and personal income. After midyear, consumer buying 
weakened. It rose again in the final quarter, but by then business spending 
for new factories and equipment was easing off and actual liquidation of 
inventories was under way. 
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Early in the spring, when some slack in the economy became discernible, 
the Federal Reserve System started to feel its way from monetary restraint to 
ease, and ease prevailed throughout the second half of the year. But while the 
System contributed what it could to renewal of expansion, monetary ease 
brought new problems, for the decline in interest rates here, when interest 
rates abroad were relatively high, aggravated the serious deficit in the country’s 
international payments position. Throughout 1960 the monetary authorities 
had to chart their way over unusually difficult terrain. 


An Uneven Advance. The high point in 1960’s economic activity occurred 
in the spring, ending an advance that had been dominated by wide swings in 
inventory accumulation. The steel strike had caused a heavy erosion of steel 
and other “hard goods” inventories. After the mills were reopened, production 
shot up to new heights as manufacturers sought to rebuild their stocks. Accu- 
mulation of inventories continued at a brisk rate through March, as manufac- 
turers, and retailers too, stockpiled for the expected surge in demand. 

By April, however, some slowdown in the swift pace of this build-up 
became well-nigh inevitable. As sales failed to boom, optimism gave way to 
wariness. There was also a growing realization that manufacturers had 
developed considerable excess capacity. They would thus be able to fill orders 
quickly, at unchanged or even lower prices. In addition, imports in certain 
lines had come to be regarded as a convenient and competitive source of 
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supply. The resultant slowdown in inventory building dampened total output 
of goods and services (gross national product, or GNP) in the second quarter 
by almost as much as the scramble for goods and materials had increased it in 
the previous quarter. 

“Final” demand (GNP less the amount being added to inventory) con- 
tinued to expand through midyear. Consumer demand was the principal factor 
contributing to this expansion, although the closely related demand for new 
homes, which had fallen off in 1959, showed no improvement as the year 
rolled on. But, while personal consumption rose, the advance was rather 
modest, and a growing proportion of the rising personal income went into 
savings. Increasing unemployment probably induced consumers to be some- 
what more cautious in their spending, and paper losses from a declining stock 
market may also have induced restraint. 

Business spending for plant and equipment increased at an accelerating 
pace during the first half of the year. Government spending also advanced, 
spurred by higher State and local government outlays. And net exports of 
goods and services (as measured in the GNP accounts) showed an increasing 
surplus after having been in deficit throughout 1959. 

The various gains in final demand pushed GNP upward in the second 
quarter, even though the flow of goods into inventory was declining. However, 
the net rise was small, and although total output reached an all-time high, it 
was Only 3 per cent more per capita than at the peak before the 1957-58 reces- 
sion—after deducting an illusory advance stemming from higher prices. 
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A Slow Decline. In the middle of 1960, about two years after the end of the 
1957-58 business decline and with considerable human and physical resources 
still idle, a new recession set in. The cutbacks in industrial production 
growing out of inventory adjustments and the continued weakness in housing 
demand were adding to employee layoffs, and after June further hiring by 
government and service industries was no longer enough to offset declines in 
manufacturing employment. Between July and December, total nonfarm em- 
ployment fell by nearly one million persons, raising the count of unemployed 
persons to almost 7 per cent of the labor force at the year end. To be sure, 
unemployment insurance benefits, and other transfer payments, softened the 
impact of the decline in jobs on personal income. Nonetheless, income gradu- 
ally leveled off, and after midyear consumer spending sagged for the first time 
since 1957-58; it rebounded, however, in the last quarter of the year. 

Outlays on home building also eased during the second half of 1960, 
moving downward from the already reduced levels of the first half. In the 
1950’s, housing activity had been supported by a huge backlog of deferred 
demand; it also had been stimulated by easier mortgage terms in periods 
of business decline, and had thus served as a cushion during such periods. 
In 1960, however, there was some evidence that basic demand was much less 
pressing. Moreover, credit ease was slow to spread to the mortgage market. 

When consumer demand started to fall, businessmen sought not just to 
curb the growth in inventories but actually to pare their holdings. Widespread 
cutbacks did not begin, however, until the fourth quarter, since many firms 
had difficulty reducing inventories while sales were slipping. 
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Plant and equipment outlays in the second half leveled and then eased 
slightly. Disappointing sales, growing excess capacity, and lower profits caused 
businessmen to revise earlier plans to increase their spending for new buildings 
and equipment. However, the decline recorded in the final months of the year 
was quite small. Capital outlays for the production of new products and for 
cost-reducing modern equipment to help meet domestic and foreign competi- 
tion had bulked large in the original 1960 plans. Such outlays, unlike those for 
expansion, were fairly well maintained. 

Continuing strong demand for United States exports and expanded gov- 
ernment activity softened the business contraction. Net spending by foreigners 
for our goods and services rose throughout the second half. Spending by 
Federal, State, and local government units provided the economy with even 
greater support. An increase in Federal salaries became effective at midyear; 
and in the summer and early autumn the Federal Government stepped up 
its defense contract awards and its assistance to State governments in the 
construction of highways. 


Prices Mirror Declining Demand. The gradual weakening of demand 

during the year was mirrored in the declining prices of many industrial goods. 
| This relatively prompt response, in some lines at least, to the changing eco- 
nomic weather contrasted with reactions in other recent periods of sagging 
| demand. It was an encouraging development, given the important role that 
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price flexibility must play if our international payments are to be balanced 
and hazardous boom-bust patterns are to be avoided. Several factors besides 
falling demand contributed to the 1960 price decline: growth of excess capac- 
ity, greater competition from imported goods, challenge by new materials 
and products, wage settlements that were more nearly in line with productivity 
increases, and a weakening of raw materials prices in world markets. 

At the wholesale level, the prices that fell most markedly were those of 
industrial crude materials, but there were significant declines also in the prices 
of many industrial intermediate and finished goods. The full extent of these 
latter declines was, indeed, often greater than the price indexes showed because 
of an increased use of discounts and other price-shading arrangements. Food 
prices were an important exception to the generally downward movement in 
wholesale prices. Partly because of adverse weather conditions, they rose sub- 
stantially, following a pronounced slide during the previous one and a half 
years. 

At the retail level, price movements were more on the up side. Retail 
food prices climbed sharply, following wholesale prices, and the usual decline 
in the second half failed to materialize. Services (including items like medical 
care, transportation, and recreation) advanced considerably, as they have each 
year for the last two and a half decades. The prices of clothing and other non- 
durables (aside from food) also increased, but much less than in 1959. And | 
the prices of consumer durables, significantly, actually fell—the first time in 
five years and largely because of declines in automobile and appliance prices. 
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1960: January through November 


A Continuing Deficit in the Balance of Payments. Side by side 
with the developing slack in our domestic economy was the problem that, for 
the third year running, the amount of money flowing out of the United States 
exceeded by a very substantial margin the amount that came back. The money 
that changed hands in the course of merchandise trading during 1960 brought 
us a sharply larger net gain than in the preceding year. But other types of 
international transactions were responsible for a sizable outflow of funds, and 
the resulting over-all deficit was $3% billion, only slightly below 1959. 
Almost half of this drain took the form of an outflow of gold. 

The very large gain from merchandise trade—with a trade surplus of 
about $4 billion, compared with $1 billion in 1959—was chiefly the result of 
higher exports. This came about partly because the business cycle at home 
was “out of phase” with that abroad. With booming prosperity in most in- 
dustrial countries overseas, foreign demands for American products were high 
—and helped, indeed, to sustain economic activity here. And the developing 
slack in the American economy meant that goods were readily available to 
meet the overseas demand. However, the better trade picture also reflected 
other changes, including not only special factors, such as a spurt in steel 
exports following the end of the strike, but also the response of American 
business to the stepped-up foreign competition of recent years, the waning of 
inflationary psychology in this country, and a further lowering of trade barriers 
against American goods by foreign countries. 

The improvement in foreign trade, encouraging as it was, nevertheless 
was nearly offset by a large outflow, notably in the third quarter, of short-term 
capital—including those highly liquid funds which investors can place either 
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in such United States assets as Treasury bills or in similar foreign assets. This 
outflow was stimulated by the booming business conditions abroad and the 
associated large demands for capital and high interest rates which contrasted 
with the lower interest rates accompanying the slack at home. 

While special cyclical factors played a major role in 1960, the funda- 
mental United States payments problem continued to reflect our heavy expend- 
itures abroad for mutual defense and aid to underdeveloped countries, as well 
as a spurt of private United States investment in the growing markets of West- 
ern Europe. To help correct the deficit, the Federal Government announced 
steps to reduce its dollar outlays overseas, where this could be done without 
impairing progress toward our basic goals. The year also brought increasing 
recognition that the United States was carrying a disproportionate share of 
mutual defense and developmental assistance outlays and that the other 
industrial countries of the Free World would have to do more. 


A Difficult Year for the Federal Reserve. During the early months 
of 1960, while the economy was still advancing, the System was maintaining 
restraint on bank reserve positions, and total bank credit (loans plus invest- 
ments) dropped much more than is usual during that season. An important 
factor contributing to this decline was the removal from circulation of a sizable 
volume of Government securities as a result of the large-scale retirement of 
Government debt made possible by the Treasury budget surplus. Since the 
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reserve positions of commercial banks were still under considerable pressure, 
and securities prices were on the rise, it was perhaps no surprise that banks 
reduced their holdings of securities while the volume of loans remained 
moderate. 

By March, however, there were several hints that some slack was develop- 
ing in the economy. Industrial production had leveled off, and short-term 
interest rates were falling. In this setting, the System began to move toward a 
lessening of credit restraint. This relaxation first showed up as an improvement 
in various indicators of bank reserve positions, such as a dip in member bank 
4 borrowings. A little later on—early in June—the Reserve Banks reduced their 
discount rates from 4 per cent, where they had been since September 1959, to 
3% per cent, a level more closely in line with current market rates. With 
reserve pressures thus relaxed, total credit at commercial banks rose appreci- 
ably during the second quarter. Money held by the public (i.e., demand de- 
posits and currency) might also have risen more-than-the-usual seasonal 
amount, had not large sums gone into Treasury deposits at commercial banks, 
where they piled up temporarily. 

In the second half of the year, monetary policy moved on to outright 
ease. The economic news during the summer pointed more and more to a 
real sag in activity. And along with this sag there was, as mentioned earlier, 
another problem rising to the fore. The decline in economic activity in this 
country led to lower interest rates, while abroad they were kept relatively high 
by booming business conditions. As a result, there was a risk that a pronounced 
decline in short-term rates here would accelerate the outflow of short-term 
capital, enlarge our balance-of-payments deficit, and increase our gold losses. 
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Although the nation’s gold holdings were very large—close to $18 billion at 
the year end—the Federal Reserve nonetheless had to find ways in which it 
could make money more readily available at home without making matters 
worse for the balance of payments. 

The discount rates of the Federal Reserve Banks—the interest rates paid 
by member banks to borrow funds temporarily from the System—were reduced 
to 3 per cent in August and early September, in an adjustment to the decline 
in market rates since June. But measures were also taken to ease credit with- 
out large-scale interest-depressing System purchases of Treasury bills, the rates 
on which can play a pivotal role in international flows of short-term capital. 
Most importantly, member bank reserve requirements were liberalized, mainly 
through permission to count larger portions of vault-cash holdings—and ulti- 
mately all of them—as part of reserves, a step made possible by legislation 
passed by Congress in 1959. Reserve requirement ratios for central reserve | 
city banks were reduced to reserve city bank levels during the year. (Those for 
country banks, however, were raised, in view of the relatively greater benefits 
these banks received from the vault-cash changes.) And on several occasions 
open market operations were broadened to include certificates, and short-term 
bonds and notes, as a means of moderating the impact of such operations on 
Treasury bill rates. 

The decline in short-term interest rates was pretty much at an end by 
August or September, and Treasury bill rates fluctuated within the relatively 
narrow range of 2 to 24 per cent during the remainder of 1960. By contrast, 
in the 1958 period of monetary ease they had dropped below | per cent. 

Total reserves of all member banks turned up in April and moved almost 
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continuously higher over the rest of the year. The increase in reserves at com- 
mercial banks led to a more vigorous rise in total bank credit in the second 
half. The public’s total liquid assets, moreover, rose. In contrast to the first 
half of the year, most of the credit expansion came from a growth in bank 
holdings of Government securities, as loan demands weakened. This weaken- 
ing paralleled the decline in consumer and business spending. But it was also 
attributable to some shift in business borrowing from banks to the open mar- 
ket, where the cost of funds had fallen significantly below the somewhat 
“sticky” bank rates. 

Interest rates on long-term Government securities, which had come down 
early in the year when the improved Treasury position permitted the Gov- 
ernment to retire debt, moved only slightly lower in the second half. Business 
firms, States, and municipalities floated a relatively high volume of securi- 
ties during the second half, and the liquidation of Government securities dur- 
ing the second half to meet business needs for cash put additional pressure on 
the markets. At the year end, long-term rates were still well above the levels 
reached in prior recessions, and sectors of the economy, such as construction, 
that are normally sensitive to these rates, continued to be weak. 


And 1961? The new year offers a full measure of challenge. The country is con- 
fronted by at least three key economic problems: the business recession at 
home, our balance-of-payments deficit with the rest of the world, and the vital 

need for stepped-up long-term economic growth. These three problems are 
closely interrelated. Thus, it will not be enough to halt the present business 
decline or even to reattain the peak levels of output reached in early 1960. 
To provide an increasing population with high-level employment and rising 
standards of living and to discharge our responsibilities to the rest of the 
Free World, vigorous growth without inflation is essential. Nor can the 
balance-of-payments problem be slighted, since sustainable growth is not 
possible side by side with deficits of the magnitude experienced in the past 
three years. The three-pronged challenge facing us will require flexibility in 
devising and applying monetary, fiscal, and other public policies, as well as 
a high degree of private initiative and ingenuity. 
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About This Bank. In 1960, as in past years, this Bank played its part in deter- 
, mining credit policy. Because of the Bank’s strategic location at the center 
of the nation’s money market, it also performed its customary special function 
of buying and selling Government securities on behalf of the entire System. 
But the New York Bank, along with the other eleven Reserve Banks, had 
fewer occasions in 1960 than in 1959 to provide reserves to member banks by 
short-term lending through its “discount window”, since a large volume of 
reserves was released through open market purchases of Government securities 
and through the liberalization of reserve requirements. The Bank’s gross 
income—mainly from interest on its holdings of such securities—was larger 
than in any previous year; as usual, however, the bulk of its net earnings (94 

per cent in 1960) was paid over to the United States Treasury. 

As the Treasury’s agent, the Reserve Banks handled the issue, exchange, 
and retirement of a large volume of Government securities. They also under- 
took vital housekeeping chores for the banking system and, indirectly, for 
the public. They transferred funds and Government securities around the 
country by mail and by wire, distributed currency and coin to the member 
banks, and processed checks. The New York Bank alone handled 591 million 
checks, more than double the number in 1945. 

To help take care of this staggering load, the Bank late in 1960 installed 
electronic high-speed check-handling equipment. As our population and econ- 
omy grow and financial transactions multiply, the Federal Reserve Banks must 
be continually alert to the development of more efficient techniques in the 
variety of operations that they perform for the banking system and, through 
that system, for the nation. 
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than double the number fifteen 
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